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MEDICARE COST-SHARING AND MEDIGAP

THURSDAY, MAY 1, 2003

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON HEALTH,
Washington, DC.

The Subcommittee met, pursuant to notice, at 12:12 p.m., in
room 1100 Longworth House Office Building, Hon. Nancy L. John-
son {Chairman of the Subcommittee) presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON HEALTH

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
April 24, 2003
No. HL—4

Johnson Announces Hearing on
Medicare Cost-Sharing and Medigap

Congresswoman Nancy L. Johnson (R-CT), Chairman, Subcommittee on Health
of the Committee on Ways and Means, today announced that the Subcommittee will
hold a hearing on rationalizing Medicare cost-sharing and supplemental insurance
policies. The hearing will take place on Thursday, May 1, 2003, in the main
Committee hearing room, 1100 Longworth House Office Building, begin-
ning at 12:00 noon.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. Witnesses will include program experts
on beneficiary cost-sharing under the Medicare and Medigap supplementary insur-
ance coverage. However, any individual or organization not scheduled for an oral ap-
pearance may submit a written statement for consideration by the Committee and
for inclusion in the printed record of the hearing.

BACKGROUND:

The structure of Medicare beneficiary cost-sharing in the traditional fee-for-serv-
ice program reflects the insurance practices prevalent when Medicare began in
1965. Today, Medicare’s beneficiaries are confronted with irrational and confusing
cost-sharing which does not reflect the current delivery of health care.

In 1965, employer-sponsored group plans had two sets of benefits—one for inpa-
tient hospitalizations and the other for physician services. Employer plans long ago
shed this distinction, and created a combined plan with a combined deductible.
Medicare, in contrast, still has two different deductibles—an $840 deductible for
Part A and a $100 deductible for Part B. This means that when a beneficiary is
hospitalized for an inpatient procedure, and less likely to be sensitive to pricing
issues, the beneficiary is faced with a significant deductible. In addition, after a ben-
eficiary has been hospitalized for 60 days, the beneficiary must then pay $210 coin-
surance per day for days 61 through 90, and even more when the hospital stay ex-
tends beyond 90 days. Moreover, Medicare pays nothing if a beneficiary is hospital-
ized more than 150 days.

In contrast, when a beneficiary receives outpatient care, and is arguably more
sensitive to costs, the beneficiary must pay the separate $100 Part B deductible,
which has not increased since 1991, while health costs have doubled. Part B has
different coinsurance depending on the service—none for home health or lab tests,
20 percent for physician services and supplies, and close to 50 percent for hospital
outpatient services.

Unlike 97 percent of private health policies, the Medicare fee-for-service program
still lacks catastrophic insurance protection for those with serious health conditions.
The other glaring omission is a lack of an outpatient prescription drug benefit.

In total, due to cost-sharing obligations and Medicare’s limited benefit package,
more than 40 percent of seniors” health care costs are not covered by Medicare. As
a result, 9 out of 10 beneficiaries have some type of supplemental coverage. Those
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with retiree coverage from their former emdployers generally receive generous bene-
fits, including catastrophic protection and good prescription drug coverage. The
poorest beneficiaries receive wrap-around coverage through Medicaid.

Medicare’s confusing and irrational cost-sharing has led more than one-quarter of
beneficiaries to purchase Medigap insurance in the individual, private insurance
market. In 1990, Congress created 10 standardized Medigap policies. Nine out of 10
of those policies, which comprise more than 90 percent of the Medigap market, must
cover the Part A deductible, and the most popular Medigap policy covers both
deductibles. Numerous studies have demonstrated that covering the deductibles has
led to markedly higher Medicare spending because beneficiaries become insensitive
to costs. In addition, only the three most expensive Medigap plans cover prescription
drugs, and that coverage is limited. Yet, 8 of the 10 plans are required to cover for-
eign travel insurance, while most beneficiaries never leave the country. Medicare
coverage has changed since 1990, but Medi af plans have been frozen in time. Re-
searchers have shown that Medigap policyholders sometimes pay more than $100
in premium to cover the Part B $100 deductible, illustrating the poor value of some
Medigap plans.

In announcing the hearing, Chairman Johnson stated, “Seniors face a confusing
hodge-podge of copayments and deductibles in Medicare. The system is irrational
and difficult to navigate. Simplifying and modernizing cost-sharing will make cov-
erage easier to understand and will strengthen the Medicare program over the long
term. I believe we can better design both Medicare and Medigap so that seniors and
people with disabilities get the most for the health care dollars they spend.”

FOCUS OF THE HEARING:

Thursday’s hearing will focus on improving Medicare’s cost-sharing structure and
reforming Medigap coverage.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Due to the change in House mail policy, any person or organization
wishing to submit a written statement for the printed record of the hearing should
send it electronically to hearingclerks.waysandmeans@mail house.gov, along with a
fax copy to (202) 225-2610, by the close of business, Thursday, May 15, 2003. Those
filing written statements that wish to have their statements distributed to the press
and interested public at the hearing should deliver their 200 copies to the Sub-
committee on Health in room 1136 Longworth House Office Building, in an open
and searchable package 48 hours before the hearing. The U.S. Capitol Police will
refuse sealed-packaged deliveries to all House Office Buildings.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. Due to the change in House mail policy, all statements and any accompanying exhibits for
printing must be submitted electronically to kearingclerks.waysandmeans@mail.house.gov, along
with a fax copy to (202) 225-2610, in Word Perfect or MS Word format and MUST NOT exceed
a total of 10 pages including attachments. Witnesses are advised that the Committee will rely
on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. Any statements must include a list of all clients, persons, or organizations on whose behalf
the witness appears. A supplemental sheet must accompany each statement listing the name,
company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http.//waysandmeans.house.gov.



The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman JOHNSON. Good midday to you.

Today we continue our examination of the Medicare program and
how we can strengthen and improve Medicare for seniors and the
taxpayers financing the program.

Medicare’s current beneficiary cost-sharing was enacted nearly 4
decades ago and has separate deductibles and cost-sharing rules for
Medicare Part A and Part B. When Medicare was enacted, the Part
B outpatient deductible accounted for about 45 percent of bene-
ficiary expenditures. Today, because it has not been indexed, it ac-
counts for less than 3 percent. In Medicare, we charge seniors two
different deductibles, and make the deductible for inpatient hos-
pitalization eight times higher than the outpatient deductible.

Why should the deductible be eight times higher for a health
service that a patient desperately needs and can’t avoid? Why
would we impose new cost-sharing on a patient who has been lying
on her back in a hospital bed for 2 months? While most private
health plans provide catastrophic protection for their enrollees,
why does Medicare expose the sickest patients to unlimited cost-
sharing?

Medicare currently covers slightly more than half of all health-
care services seniors consume when you include prescription drugs
and long-term care. As a result, 90 percent, 9 out of 10 bene-
ficiaries, feel compelled to carry supplemental insurance to fill in
the holes that Medicare does not cover. Many receive retiree cov-
erage through their former employer. The poor receive assistance
through Medicaid. More than one-quarter of beneficiaries purchase
Medigap insurance themselves.

In 1990, Congress created 10 standardized Medigap policies to
assist beneficiaries in choosing plans. After 12 years, it’s time to re-
visit the adequacy and structure of these plans. All 10 Medigap
plans are required to cover the coinsurance that beneficiaries must
pay under Medicare—for example, the 20 percent of the cost of a
physician’s visit. Nine out of 10 of these plans are required to cover
the Part A inpatient hospital deductible, which is currently $840.

The most popular Medicare policy covers both the Part A hospital
deductible and the $100 Part B deductible for physicians’ services,
and 8 of 10 policies are required to cover foreign travel insurance,
just in case beneficiaries travel to France, though many never leave
their home State.

At the same time, only the three most expensive Medigap policies
cover prescription drugs, though prescription drugs are seniors’
most pressing need. Numerous studies have demonstrated that
Medigap’s first dollar coverage of medical services has resulted in
excessive Medicare spending because items and services appear to
be free. Beneficiaries with Medigap consume $1,400 more in Medi-
care services than beneficiaries without supplemental coverage,
and $500 more than beneficiaries with employer-sponsored insur-
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ance. This higher utilization drives up costs for everyone, pre-
miums for Medicare beneficiaries without Medigap coverage, and
cost to taxpayers.

In addition, the prescription drug coverage mandated in Medigap
is wholly inadequate. Yet, Medigap premiums continue to rise.
From 1998 to 2000, average premiums rose 16 percent for plans
without drug coverage, and more than twice as fast, 37 percent, for
plans with drug coverage. In addition, premiums vary dramatically
for identical plans in the same location.

Weis Ratings, Inc. analyzed Medigap premiums in 2001. A 65-
year-old man living in Fort Myers, Florida would pay about $3,600
for Plan J from Physicians Mutual Insurance Company, but only
$2,700 with United Health Insurance Company through American
Association of Retired Persons (AARP). That’s nearly a thousand
dollars less for the same policy in the same location.

The same gentleman living in Las Vegas would spend about
$1,500 for Plan C with United American Insurance Company, and
about half that amount, $778, with the USAA Life Insurance Com-
pany for the same policy.

Much has changed in health care and health insurance over the
past 12 years, but Medigap policies have remained the same.
Medigap insurers have been unable to modify their offerings in re-
sponse to market changes because the 10 standard Medigap poli-
cies are set in the statute.

I believe we can do better. We can do better for Medicare fee-for-
service benefits and Medigap policies, so that seniors and people
with disabilities can get the best health care and the most health
care for the dollar they spend.

Mr. Stark.

[The opening statement of Chairman Johnson follows:]

Opening Statement of the Honorable Nancy L. Johnson, Chairman, and a
Representative in Congress from the State of Connecticut

Today we continue our examination of the Medicare program and how we can
strengthen and improve Medicare for seniors and the taxpayers financing the pro-
gram.

Medicare’s current beneficiary cost-sharing is a relic of the program that was en-
acted nearly four decades ago with separate deductibles and cost-sharing rules for
Medicare Part A and Medicare Part B. After examining the Medicare’s complex and
irragio&ml cost-sharing structure, I conclude that a fundamental restructuring is
needed.

Why would we charge seniors two different deductibles, and make the deductible
for inpatient hospitalization—when a patient is least price sensitive—eight times
higher than the outpatient deductible, when health care is arguably more discre-
tionary? And why would we impose new cost-sharing on a patient who has been
lying on her back in a hospital bed for two months? While most private health plans
provide catastrophic protection for their enrollees, why does Medicare expose the
sickest patients to unlimited cost-sharing?

The answer, of course, is that Congress has not changed the law to modernize the
Medicare program. Consider that when Medicare was enacted the Part B outpatient
deductible accounted for about 45% of beneficiary expenditures. Today, because it
has not been indexed it accounts for less than three percent.

Notwithstanding, Medicare currently covers slightly more than half of all health
care services seniors consume, when including prescription drugs and long-term
care. As a result, 90 a-{:;ercent—that’s right 9 out of 10 beneficiaries—feel compelled
to carry supplemental insurance to fill in the holes that Medicare does not cover.
Many receive retiree coverage through their former employer. The poor receive as-
sistance through Medicaid. But more than one-quarter of beneficiaries purchase
Medigap insurance themselves.
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In 1990, Congress created 10 standardized Medigap policies to assist beneficiaries
in choosing plans. After 12 years, it’s time to re-visit the adequacy and structure
of these plans. All 10 Medigap plans are required to cover the coinsurance that
beneficiaries must pay under Medicare, for example, the 20 percent of the costs of
a physician visit. Nine out of 10 of these plans are required to cover the Part A in-
patient hospital deductible, which is currently $840. The most popular Medigap pol-
icy covers both the Part A hospital deductible and the $100 Part B deductible for
physician services. And 8 of the 10 policies are required to cover foreign travel in-
surance, just in case these beneficiaries travel to France, though many never leave
their home State! At the same time, only the three most expensive Medigap policies
cover prescription drugs, though prescription drugs are seniors’ most pressing need.

Numerous studies have demonstrated that Medigap’s first dollar coverage of med-
ical services has resulted in excessive Medicare spending because items and services
appear free to beneficiaries. Beneficiaries with Medigap consume $1,400 more in
Medicare services than beneficiaries without supplemental coverage, and $500 more
than beneficiaries with employer-sponsored insurance. This higher utilization drives
up costs for everyone—premiums of Medicare beneficiaries without Medigap cov-
erage and costs to taxpayers. In addition, the prescription drug coverage mandated
in Medigap is wholly inadequate.

Yet Medigap premiums continue to rise. From 1998 to 2000, average premiums
rose 16 percent for plans without drug coverage, and more than twice as fast, 37
percent, for plans with drug coverage. In addition, premiums vary dramatically for
identical plans in the same location. Weiss Ratings, Inc. analyzed Medigap pre-
miums in 2001. A 65-year-old man living in Ft. Myers, Florida would pay about
$3,600 for Plan J from Physicians Mutual Insurance Company, but only $2,700 with
United Healthcare Insurance Company through AARP. That’s nearly $1,000 less for
the same policy in the same location! The same gentleman living in Las Vegas
would spend about $1,500 for Plan C with United American Insurance Company,
but about half that amount—$778—with the USAA Life Insurance Company for the
same policy.

Much has changed in health care and health insurance over the past 12 years.
But Medigap insurers have been unable to modify their offerings in response to
these market changes because the 10 standard Medigap policies are set by statute.
I believe that we can better design both Medicare fee-for-service benefits and
Medigap policies so that seniors and persons with disabilities get the most for the
health care dollars they spend.

Mr. STARK. Well, thank you, Madam Chair.

This is the third year in a row that we have had this same hear-
ing, and maybe at some point somebody will introduce some legis-
lation and we can make the changes. If there’s anything wrong, we
only have ourselves to blame. Nobody else is doing this. So, our in-
action is the root cause of any problems that do exist.

I hope that we can at least have one hearing on the forthcoming
Chairman’s mark to reform Medicare before that legislation. It’s
my understanding that we’re going to be marking that up and fin-
ishing it by Memorial Day, and it would certainly be of much more
benefit to have a hearing on those issues so that we can under-
stand what will happen to Medicare in general.

Cost-sharing for Medicare could benefit from a fresh look and
some adjustment. I think there’s no question about that. We have
made precious little change to Medicare in the last 9 years, and un-
like the insurance companies who will testify today, they don’t just
set one policy and then never change their corporate policies over
10 years or they generally cease to exist. So, we might take a page
from free enterprise and be a little bit more active in improving
Medicare from day to day as we go along. There is also, of course,
a gap due to the lack of coverage under prescription drugs and
other important issues.
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I would like to make sure that we don’t blame—when you talked
at length in your opening statement about the first dollar coverage
driving up utilization, I would like to point out that the bene-
ficiaries have nothing to do with this. The only choice that a bene-
ficiary in Medicare has is basically whether or not to go to a pri-
mary care physician. They cannot, for the most part, go to a sur-
geon directly, because they have to have a referral. People don’t go
to take a test just for the hell of it. If I told you you could go down
and have a pap smear at George Washington this afternoon, would
you go down and have one? I wouldn’t go have a colonoscopy just
because it was cheap.

Chairman JOHNSON. Under Medicare, though, I would cer-
tainly have the right to.

Mr. STARK. People don’t do that, and most specialists won’t even
give you the test unless you're referred. So, what I'm suggesting is
that it is those benefits to which we are referred by our primary
care physician, and we don’t make those decisions as patients. We
do what our primary care docs tell us, and as you’re well aware,
Medicare doesn’t cover much primary care or preventative care. It
only covers procedures to which we have been referred. So if, in
fact, there is a lot of extra utilization, it is the physicians and/or
other providers who cause this and not our beneficiaries. I hope we
can keep that in mind.

I would like to note that I intend to introduce a catastrophic bill
once again that would, in effect, put a limit on cost-sharing for the
current Medicare beneficiaries. I hope the Chair would look for-
ward to cosponsoring that with me, because if we intend to do it,
we can improve Medicare. That would be, of course, for the bene-
ficiaries, a great improvement, and we would then bring it up to
what most policies that we enjoy as Members of Congress and pro-
vide that same protection for our senior citizens. I know the Chair
would like to join with me in doing that, and I hope to have that
in the hopper soon.

So, with that, I look forward to hearing the suggestions of our
witnesses about how we might adjust the current Medigap cov-
erage to be of more benefit to the beneficiaries. Thank you again
for holding this hearing, and I hope we can make the changes be-
fore we have the fifth hearing.

[The opening statements of Mr. Stark and Mr. Ramstad follow:]

Opening Statement of the Honorable Fortney Pete Stark,* a Representative
in Congress from the State of California

* As part of my opening remarks, I would like to submit the following statement on
behalf of our Ways and Means colleague, Congresswoman Stephanie Tubbs Jones:

Thank you for hosting this very important hearing, and thank you for welcoming
me to participate. I appreciate this opportunity to hear from our invited guest con-
cerning the irrational and complex issues surrounding rationalizing Medicare cost-
sharing and supplemental insurance policies.

As all of you are aware, Medicare plays a vital role in the lives of our Nation’s
seniors. However, while the program remains popular among seniors, it has several
major limitations such as the lack of prescription drug coverage, and the lack of cat-
astrophic insurance protection.

Most individuals cope with these problems by navigating a complex array of sup-
plemental coverage programs, such as: employer coverage, Medigap programs and
Medicaid. Currently, employer-based programs and State Medicaid spending are de-
clining rapidly. Moreover, the cost of cost-sharing payments or of supplemental cov-
erage premiums can be overwhelming for elderly individuals living on fixed incomes.



8

For example, according to the Kaiser Family Foundation, an elderly woman with the
median income level of $1,400 per month would spend half of her monthly income
on the Part A deductible alone. It is time for Medicare to eliminate disparities in
supplemental coverage and provide health care services Americans can understand
and depend on.

And, finally, many of my colleagues today have called for higher deductibles for
outpatient expenses, since individuals are more likely to utilize fewer so-called dis-
cretionary services if they bear a higher percentage of the cost. Yet, as you will hear
in testimony today, this change would raise the cost of preventative and diagnostic
services, making such services prohibitively expensive for low-income populations,
especially those who lack adequate supplemental coverage. By discouraging utiliza-
tion of outpatient coverage, higher cost-sharing on outpatient care will force the
most vulnerable Americans to wait until their health deteriorates further before
seeking medical assistance. Seniors in my district cannot wait that long. Madam
Chairwoman and Members of the Subcommittee, I look forward to working with all
of you to iron out the irrational and complex issues that leave many seniors and
disabled citizens at a disservice.

R ———

Opening Statement of the Honorable Jim Ramstad, a Representative in
Congress from the State of Minnesota

Madame Chair, thank you for holding this important hearing today.

Medicare’s confusing and counterintuitive cost-sharing system and the lack of a
basic prescription drug benefit are unacceptable and must be changed. The status
quo does not meet the needs of our seniors or reflect the realities of today’s health
care delivery.

The Medicare system is difficult to navigate and unfair to Medicare seniors. There
is a high deductible for hospital services that are usually beyond the patient’s con-
trol and a relatively low deductible for services that are more controllable. Many
preventive services are difficult to obtain. Seniors face long delays before getting ac-
cess to medical technology that could save or improve their lives. There is no cata-
strophic protection for high out-of-pocket costs, nor is there a basic prescription drug
benefit in the traditional program. Employer-sponsored supplemental insurance is
diminishing, States are cutting Medicaid funding, and Medigap policies are costly
and incomplete.

Without a doubt, Medicare faces major challenges. But one thing is clear—we
must keep our promise to our Nation’s seniors to improve Medicare and preserve
it for current and future beneficiaries.

Thank you, Madame Chair, for your leadership in examining these difficult issues
and leading the charge on Medicare reform.

Chairman JOHNSON. Thank you, Mr. Stark. As we start this
hearing, I do want to remind Members that David Walker, in his
testimony before the full Committee on April 9th, did remind us
that in just 10 years we will have to find new revenues to cover
the outlays that we will be obliged to make just in the hospital
trust fund. So, we will have to find those revenues from cutting
other programs or increasing taxes. Ten years is not a long time
away. So, we do have to be very conscious in the legislation we're
going to write this year in how we make Medicare stronger, more
financially secure, and of better service to our seniors.

Mr. Hackbarth, welcome.

STATEMENT OF GLENN M. HACKBARTH, J.D., CHAIRMAN,
MEDICARE PAYMENT ADVISORY COMMISSION
Mr. HACKBARTH. Thank you, Chairman Johnson, other Mem-

bers of the Committee. I appreciate the opportunity. I know time
is short, so I will just make a few brief points.
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One, of course, the Medicare program has played a vital role in
providing financial protection and access to care for millions of
Americans. Having said that, if we were to start over today with
a clean piece of paper, the benefit package that currently exists is
probably not the one we would design. The package does not cover
some important services like prescription drugs. Other services are
covered inadequately—for example, hospital outpatient care—and
there is no limit on cost-sharing, no catastrophic coverage.

We have depended on supplementation of various sorts to fix
these problems, but depending on supplementation is, itself, prob-
lematic. About 10 percent of Medicare beneficiaries have no supple-
mental coverage; they’re not eligible for Medicaid and they don’t
have employer-sponsored retiree coverage. They don’t have
Medigap coverage. These beneficiaries tend to be lower income
beneficiaries, beneficiaries eligible by virtue of disability, rural
beneficiaries, and they have somewhat more health problems than
average.

In addition to that, employer-based coverage and coverage
through the Medicare+Choice (M+C) program, and even Medicaid,
are under pressure. Employers, as you well know, are increasingly
stepping back from offering retiree coverage. The net effect of these
developments is that, over time, we will become increasingly de-
pendent on Medigap coverage as our primary source, our major
source of supplementation.

Medigap coverage, of course, plays a vital role, and it’s critical for
many Medicare beneficiaries, but it’s not without its problems. It
is often inadequate, particularly in the area of prescription drug
coverage. It can be expensive, in part because of the high cost asso-
ciated with individual coverage, but also in part probably because
of the design of the coverage. It is sold through individual markets
primarily, insurers feel compelled to use underwriting and rating
policies that tend to increase cost and reduce availability for bene-
ficiaries with health problems. Finally, it can be very confusing for
Medicare beneficiaries.

In our June 2002 report, Medicare Payment Advisory Commis-
sion (MedPAC) analyzed the Medicare benefit package and some
possible improvements. I want to emphasize that in this instance
we did not make any specific recommendations. Our purpose here
was more analytic and educational. There were, however, some im-
portant themes on which there was a consensus among the Com-
missioners.

First of all, Medicare needs a better back-end coverage, if you
will; that is, coverage for beneficiaries using the most services—for
example, catastrophic coverage or better coverage for extended hos-
pital and skilled nursing stays.

Reduced coinsurance for some services is important. As you
know, the coinsurance is quite high currently for hospital out-
patient and mental health services.

Third, it seemed to us that moving away from the separate Part
A and Part B deductibles which, of course, are an artifact of the
history of the program, toward a single combined deductible would
make sense.
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Finally, it seemed to us that if, in fact, we have constrained re-
sources as, of course, we do, that having at least some cost-sharing
on all services might be a reasonable thing to require.

So, those are my initial comments. I welcome the chance to dis-
cuss them.

[The prepared statement of Mr. Hackbarth follows:]

Statement of Glenn M. Hackbarth, Chairman, Medicare Payment Advisory
Commission

Chairman Johnson, Congressman Stark, distinguished Subcommittee Members. T
am Glenn Hackbarth, Chairman of the Medicare Payment Advisory Commission
(MedPAC). 1 am pleased to be here this morning to discuss cost-sharing in the Medi-
care program and supplemental insurance.

Thank you for the opportunity to participate in this important discussion.
MedPAC has considered the design of Medicare’s benefit package and beneficiary
cost-sharing over the past several years. We also have examined the different ways
that beneficiaries supplement Medicare benefits, including Medigap; how various
forms of supplementation affect access to care; and the costs of the health care serv-
ices beneficiaries use. In my remarks today, I would like to draw on that work, and
highlight several key points:

e The limitations of the Medicare benefit package and the characteristics of its

cost-sharing cause beneficiaries to enroll in a variety of supplemental insurance

ﬁ'o 'arpcis. These include employer-sponsored retiree insurance, Medigap, and
edicaid.

Beneficiaries’ access to different forms of supplemental coverage vary by their

characteristics (such as where they worked, their financial resources, and their

health care preferences) and where they live.

¢ Supplemental coverage improves beneficiaries’ access to care, their use of nec-
essary services and reduces their cost-sharing on covered services. It also in-
creases Medicare spending and total administrative costs.

« Medigap in particular may still leave beneficiaries with a significant degree of
liability and its premium represents a major proportion of beneficiary out-of-
pocket expense.

Limitations of the benefit package

As we discussed in our June 2002 Report to the Congress: Assessing Medicare
Benefits, Medicare has provided tens of millions of older and disabled Americans
with access to acute medical care—extending lives, improving health and functional
status, and protecting families from impoverishment (MedPAC 2002). Changes in
medical technology, as well as demographic changes, however, have drawn attention
to the limitations of the basic Medicare benefit package.

By law, the Medicare benefit package is generally limited to acute care services
needed for the diagnosis or treatment of illness or injury.! Medicare’s covered serv-
ices have been revised over its lifetime. These revisions have substantially expanded
coverage, adding new technologies and procedures, more post-acute care, and other
benefits such as selected preventive services and hospice care for those at the end
of life. However, the basic structure of the benefit design has remained essentially
unchanged since Medicare’s inception.

Medicare beneficiaries may receive covered services in the traditional program or
they may enroll in a private health insurance plan under the Medicare+Choice
(M+C) program. Traditional Medicare covers health care services—furnished on a
fee-for-service basis—through its two parts, the Hospital Insurance and Supple-
mentary Medical Insurance programs, known as Parts A and B, respectively. My
discussion today will focus on the benefit design and cost-sharing structure of the
traditional program.

There are three serious limitations of the Medicare benefit package:

» It does not cover some important health care products and services. For exam-
ple, the program does not cover outpatient prescription drugs (with limited ex-
ceptions), many preventive services (such as annual physical exams), and rou-
tine eye and dental care.

1 Section 1862(a)(1)XA} of the Social Security Act prohibits Medicare payment for items or serv-
ices that are . .. not reasonable and necessary for the diagnosis or treatment of illness or injury
or to improve the functioning of a malformed body member.”
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e It has high cost-sharing on some covered services such as outpatient care and
none on others. )
» It has no limit on total cost-sharing (catastrophic cap).

Cost-sharing structure. Medicare’s cost-sharing structure has several weak-
nesses (see Table 1). Insurance theory suggests that random, non-discretionary
events should be covered more fully than events that are within the insured per-
son’s discretion. In Medicare, however, the Part A hospital inpatient deductible is
large ($840 in 2003), while that for physician services or other ambulatory care
under Part B is small ($100) even though inpatient care is generally believed to be
less discretionary and more difficult to predict than ambulatory care. Further, the
low Part B deductible provides little incentive to use covered services judiciously,
while the high hospital inpatient deductible may contribute to beneficiaries’ per-
ceived need for supplemental insurance.?

Medicare’s cost-sharing provisions vary considerably among covered services and
these variations may lead to inefficient choices by beneficiaries and providers. For
instance, the coinsurance liability for hospital outpatient services (20-55 percent) is
often substantially higher than the coinsurance that applies for ambulatory surgery
centers or physicians’ offices (20 percent). These discrepancies could inappropriately
affect patients’ or providers’ decisions about the setting for care. The high (50 per-
cent) copayment for outpatient mental health services and high coinsurance for
many outpatient hospital services may create barriers to the use of these services.
On the other hand, no cost-sharing on home health and lab services may increase
use of those services, either because beneficiaries are more likely to demand them
or providers are more likely to order them.

Limited financial protection. Medicare’s benefit design and cost-sharing struc-
ture taken together determine how well beneficiaries are protected from the cost of
acute illness. Medicare seeks to ensure access to clinically appropriate care and to
insulate beneficiaries and their families from the risk of impoverishment associated
with serious illness.

Medicare provides considerable financial protection to its enrollees; most would be
much worse off without its benefits. On average, beneficiaries consumed $7,500 in
health care services in 1999, of which Medicare covered 58 percent (Table 2). More-
over, Medicare covered a substantially larger share of the total for beneficiaries with
the highest spending (Figure 1). For instance, on average, Medicare covered about
73 pg.rcent of the total g)li' the 10 percent of beneficiaries with the highest total
spending.

Nevertheless, Medicare’s benefit design—with substantial cost-sharing for many
covered services, no catastrophic cap, and no coverage for some important health
care products and services—leaves beneficiaries at risk for large out-of-pocket ex-
penses. For example, the 27 percent of total spending that Medicare did not cover
for beneficiaries with the highest total spending in 1999 averaged $11,000 per per-
son. The potential for high out-of-pocket spending is a serious problem if it reduces
beneficiaries” abilities to seek needed care or comply with care recommendations. It
is equally serious if the burden of out-of-pocket spending forces beneficiaries to fore-
go or cut back on other necessities.

Supplemental coverage options

About 90 percent of Medicare beneficiaries obtain some type of additional cov-
erage. Supplements have been available from Medicare’s beginning in 1966, when
it looked quite similar to the private sector insurance packages offered to the gen-
eral population. Beneficiaries may obtain supplemental coverage for a variety of rea-
sons. Many—particularly those with relatively low incomes—may prefer the known
cost of a premium to the unknown costs that may be associated with an unexpected
illness, and even to the predictable costs of routine medical services. Also, large em-
ployers in certain industries historically have provided retiree coverage that pro-
vides supplemental insurance at low cost to some beneficiaries. Moreover, as non-
covered services, such as prescription drugs, have accounted for a growing share of
beneficiaries’ health care, obtaining additional coverage has become more important
as one means of limiting financial risk.

Sources of additional coverage include supplements sponsored by former or cur-
rent employers, individually purchased Medigap plans, and Medicaid coverage pro-
vided for low-income individuals. Also, for purposes of this discussion, additional

2At $100, the Part B deductible is unchanged since it was raised in 1991 and only about one-
half as high as ambulatory care deductibles commonly required by PPOs for services furnished
by favored (in-network) providers (Gold 2002).
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b_eéleﬁgs offered by some M+C or other Medicare managed care plans are also con-
sidered.

About one-third of all Medicare beneficiaries have employer-sponsored supple-
mental insurance (Figure 2).% Currently, benefits provided by employer-sponsored
plans tend to be comprehensive. For example, almost all retiree plans provide some
coverage of prescription drugs, and the average retiree has an out-of-pocket cap of
$1,500 per year for all covered services.

Medigap—private health insurance specifically designed to wrap around Medi-
care’s benefit design—is the second most common form of additional coverage.
Twenty-seven percent of beneficiaries held Medigap policies in 2000. All policies
issued since 1992, except those sold in three waiver States, have been limited to 10
standard benefit packages. The plans beneficiaries most commonly choose cover
Medicare deductibles and coinsurance, but not prescription drugs.

State Medicaid programs provide additional coverage for certain low-income,
sick, and disabled Medicare beneficiaries—about 12 percent of community-dwelling
beneficiaries in 2000. People with full dual eligibility receive Medicare benefits, cov-
erage of Medicare cost-sharing, and full Medicaid benefits, including some health
care products and services—notably prescription drugs and long-term care—not cov-
ered by Medicare. Other Medicaid programs pay for Medicare premiums and/or cost-
sharing, but not for Medicare’s noncovered benefits.

Medicare managed care plans may offer reduced cost-sharing requirements or
other benefits beyond those covered in the traditional program, such as some cov-
erage for outpatient prescription drugs. Medicare’s managed care options consist pri-
marily of private managed care plans that participate in the M+C program, but also
include plans paid on a cost basis, and those participating in various demonstration
projects. About 18 percent of Medicare beneficiaries were enrolled in some form of
Medicare managed care in 2000—although this share has declined to about 15 per-
cent in 2002. Using enrollment data from M+C managed care plans as a proportion
of all beneficiaries (not just community-dwelling as in Figure 2) enrollment peaked
in 2000 at 15.8 percent.

Other sources of additional coverage, held by about 2 percent of beneficiaries, in-
clude benefits obtained through the Department of Veterans Affairs (VA) or the
TRICARE program for military retirees.

Availability of options vary

The options for supplementing Medicare actually available to beneficiaries vary
considerably because of significant differences in local market circumstances, as well
as differences in beneficiaries’ resources and preferences. MedPAC has investigated
the factors accounting for relatively low rates of supplementation in some States.
We find some States have about twice the national average of Medicare beneficiaries
who lack any supplemental coverage, and this was generally true in both urban and
rural areas in the State. Beneficiaries living in rural areas are more likely to be
in the traditional Medicare FFS program without any supplemental coverage or to
be enrolled in Medigap than those in urban areas.

We also find, however, that coverage patterns can vary among metropolitan
areas—even in the same State. Tampa and Miami, for example, look very different
in regard to each type of coverage. An explanation for some of the difference lies
in the respective proportion of people on Medicaid, the availability of Medicare man-
aged care, and the employment structure. Because 21 percent of Miami’s senior pop-
ulation is living under the poverty level and Tampa’s rate is 11 percent, more people
in Miami may have supplementation through Medicaid.

In summary, we find that Federal and State oversight of Medicare products influ-
ence the availability and design of Medigap, employer-sponsored, and M+C options
(as well as supplementation available through Medicaid). For example, some of the
variation among States in Medigap enrollment may be a result of differing State
regulation of those products. Nonetheless, even though State characteristics have an
important influence over health insurance markets, local factors such as income and
employment history are also important. All of these factors will need to be consid-
ered in the design of reforms.

Recent trends suggest that the availability of these sources of additional coverage
may be declining, leaving more people with only the basic Medicare benefit package:

3The distributional numbers presented here come from MedPAC analyses of the 2000 Medi-
care Current Beneficiary Survey (MCBS) Cost and Use file and include only community-dweliling
individuals.
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« the number of beneficiaries enrolled in Medicare managed care has fallen, as
have the number of plans participating and, in many areas, the value of the
benefits offered; )

¢ employers have scaled back on coverage for future retirees and increased pre-
mium contributions and cost-sharing for current retirees, and state that they
will continue to do so in the future;

¢ Medigap premiums have continued to increase, raising questions about the af-
forda%i ity of this form of supplemental coverage; and

« fiscal pressures at the State level may cause reductions in Medicaid coverage.

Increasing numbers of beneficiaries could face greater financial risks and may ex-
perience access problems if the current sources of additional coverage are dimin-
ished and not replaced.

Effects of supplemental coverage

Access and use, Beneficiaries with additional coverage have consistently re-
ported better access to health care than those without (MedPAC 2000). In 2000,
beneficiaries with only fee-for-service Medicare compared to those with employer-
sponsored or Medigap insurance were more than four times as likely to report trou-
ble getting care; nearly five times as likely to have delayed care due to cost; and
about three times as likely to lack a usual source of care. The type of additional
coverage also leads to differences in access; those with coverage from gublic T0-
grams (Medicaid, DOD, and the VA) are less likely to report access problems than
those without any supplemental coverage, but more likely to report problems than
those with private supplemental coverage (MedPAC 2002).

Other research has shown that people with supplemental drug coverage also have
higher use of medically appropriate therapies for conditions such as hypertension
and coronary heart disease. These studies have focused particularly on use of pre-
scription drugs {Blustein 2000, Federman 2001, Seddon 2001, Adams 2001). Our re-
search has shown that beneficiaries without a sugplemental source of coverage use
fewer services deemed clinically necessary than those with a supplement (MedPAC
2002). On the other hand, some increased use may not be appropriate, as is dis-
cussed in a later section.

Out-of-pocket costs. Although the vast majority of beneficiaries obtain some
type of additional insurance, they still face potentially large out-of-pocket spending
(Figure 3). Beneficiaries’ out-of-pocket spending includes their direct spending on
services—or the associated cost-sharing—and their payments for insurance pre-
miums, including those for Medicare Part B and any amounts for additional insur-
ance,

Per capita out-of-pocket spending varies widely among groups with different types
of supplemental coverage (Figure 4). These spending differences primarily reflect
differences in premium payments for supplemental coverage and direct payments
for noncovered services as opposed to cost-sharing for covered services. As might be
expected, the roughly 4 miﬁ)ion people who qualify for Medicaid benefits have rel-
atively low out-of-pocket spending and most of what they spend goes toward services
not covered by Medicare or Medicaid. About 10 million people buy Medigap policies.
On average, these beneficiaries annually spend about $1,400 for noncovered services
and cost-sharing, and about $1,700 for Medigap premiums. Even those who have
employer-sponsored supplemental insurance, which usually provides generous bene-
fits, still have relatively high spending for noncovered services. Beneficiaries who re-

ort being in fair or poor health spend more out-of-pocket for health coverage and
or health services than those reporting good, very good, or excellent health, regard-
less of the type of coverage they have to supplement Medicare. These findings sug-
%est f_}zat supplemental coverage does not fully address the limitations of Medicare’s
enefits.

High out-of-pocket spending may push some Medicare beneficiaries into poverty.
Our analysis shows that about 11 percent with total incomes above poverty have
out-of-pocket spending large enough to push them into poverty. Those with incomes
just above the poverty line (100 to 110 percent) clearly have a much greater likeli-
hood of falling into poverty than those with higher incomes.

Implications of first-dollar coverage. All of the Medigap plans, Medicaid, and
some employer-sponsored plans provide generous coverage of Medicare’s cost-shar-
ing requirements. This so—caﬂecf first-dollar coverage often protects beneficiaries
from financial lability from the first dollar of expenditure beyond their premium.

_ First-dollar coverage may respond to beneficiaries’ desire for convenience and to
limit financial risk to the maximum extent possible, but it may not be the most effi-
cient policy. For the Medicare program, extensive coverage of deductibles and coin-
surance diminishes many of the incentives embedded in the cost-sharing structures
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that are meant to encourage people to be judicious in their use of services. There-
fore, coinsurance or deductibles may not affect use as expected or desired. First-dol-
lar coverage also raises the premiums for supplemental coverage. In addition, the
costs of predictable expenditures, such as the Part B deductible, are automatically
included in the premium, along with insurers’ administrative markup.

Medicare beneficiaries with supplemental insurance use more services and thus
generate higher program expenditures than those without such coverage. This in
turn increases beneficiaries’ Part B premiums and the burden on tax payers. A
MedPAC analysis of the 1998 MCBS found that Medicaid dual-eligible beneficiaries
have the highest Medicare program expenditures, followed by beneficiaries with
Medigap coverage, and then by those with employer-sponsored coverage. Medicare
beneficiaries without any supplemental coverage have the lowest Medicare program
expenditures. Researchers have not successfully isolated the extent to which the dif-
ferences in use of care reflect people with supplemental coverage getting unneces-

sary care or those without supplemental coverage going without needed care
(Atherly 2001).

Increased administrative costs. Multiple sources of coverage also increase ad-
ministrative costs for providers and insurers. Administrative costs for insurers may
include marketing, claims processing, reserves, and profit. Administrative costs for
Medigap plans average about 20 percent; in comparison, administrative costs are
about 11 percent for M+C plans and about 2 percent for program management of
traditional Medicare—although the administrative costs for the Medicare program
are thought to be both understated and insufficient. For example, the administra-
tive budget for CMS does not include the costs of collecting payroll taxes for the
Part A trust fund or of withholding Part B premiums from Social Security checks.
The Nationa) Academy of Social Insurance recommended more resources for CMS
to better manage the program (King 2002).

Confusion among beneficiaries. The multiple sources of supplemental coverage
create a maze of options for beneficiaries. Beneficiaries have a difficult time navi-
gating the choices, in part because they lack a basic understanding of the Medicare
program (of course, understanding of the health care system by the general popu-
lation is also limited). For example, only about half knew that they have health plan
choices available (Stevens 2000). Beneficiaries are frequently unclear about the dif-
ferences between traditional Medicare and Medicare managed care, often not know-
ing whether they are enrolled in a health maintenance organization or in traditional
Medicare.

Beneficiaries also have difficulty understanding their Medigap insurance options,
not knowing, for example, that if they drop a Medigap policy they may only be able
to purchase another one under certain conditions. Confusion about Medigap was one
of the reasons for the standardization of Medigap policies. Before standardization,
some beneficiaries bought multiple policies, not understanding that the coverage
was duplicative.

Some research suggests that many Medicare beneficiaries are not highly moti-
vated to make choices about their insurance coverage. A recent survey found that
most beneficiaries (in both FFS and M+C plans) did not give serious thought to op-
tions for insurance coverage. Only 14 percent thought seriously about options or ac-
tually changed plans, and, of those, more than one-third were either new bene-
ficiaries (who had to make a choice) or beneficiaries who switched from one M+C
plan to another (Gold 2001).

Conclusion

Uneven cost-sharing, lack of a catastrophic cap, and omission of certain services—
most notably prescription drugs—have called into question the health security
promised by the Medicare program. To fill the gaps in the benefit package, most
beneficiaries obtain supplemental coverage, but this coverage is often costly and, for
Medigap in particular, only partly effective in addressing the limitation of the Medi-
care benefits package. It also may contribute to inefficiency in providing health care
for Medicare beneficiaries because of first-dollar coverage. The availability and af-
fordability of supplemental coverage is, moreover, uneven across different markets,
and increasingly unstable.

Although beneficiaries value their Medicare and supplemental coverage, the prob-
lems with the current Medicare benefit package and the resultant supplemental cov-
erage system leave policymakers with difficult choices. It might be possible to im-
prove beneficiary financial protection through adjustments to the supplemental mar-
ket, however, it would be more fruitful to first directly address the limitations in
the Medicare benefit package and its cost-sharing provisions.
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1. Section 1862(a)(1)XA) of the Social Security Act prohibits Medicare payment for
items or services that are “. . . not reasonable and necessary for the diagnosis or
treatment of illness or injury or to improve the functioning of a malformed body
member.”

2. At $100, the Part B deductible is unchanged since it was raised in 1991 and
only about one-half as high as ambulatory care deductibles commonly required by
PPOs for services furnished by favored (in-network) providers (Gold 2002).

3. The distributional numbers presented here come from MedPAC analyses of the
2000 Medicare Current Beneficiary Survey (MCBS) Cost and Use file and include
only community-dwelling individuals.
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Table 1. Medicare benefits and cost-sharing requirements, 2003 *

Services

Beneficiary cost-sharing

Part A
Inpatient hospital (up to 90 days per benefit
period plus 60 lifetime reserve days)**

Skilled nursing facility (up to 100 days per
benefit period)
Hospice care: for terminally ill beneficiaries

$840 for the first stay in a benefit period

Days 1-60; fully covered

Days 61-90; $210 per day coinsurance

60 lifetime reserve days: $420 per day

Days 1-20; no coinsurance

Days 21-100: $105 per day

Nominal coinsurance for dyrugs and respite
care

Part B

Premium

Deductible

Physician and other medical amount services
tincluding supplies, durable medical equip-
ment, and physical and speech therapy)

Outpatient hospital care

Ambulatory surgical services
Laboratory services

Outpatient mental health services
Preventive services

$58.70 per month
$100 annually
20 percent of Medicare-approved

20 percent of 1996 national median charge
updated to 2000

20 percent of Medicare-approved amount

None

50 percent of Medicare-approved amount

20 percent of approved amount (none for Pap
smear, pneumococcal vaccine, flu shot,
prostate specific antigen (PSA) test)
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Table 1. Medicare benefits and cost-sharing requirements, 2003 *—
Continued

Services Beneficiary cost-sharing

Both Part A and Part B
Home health care for homebound None
beneficiaries needing skilled care

*These benefits and cost-sharing requirements apply to traditional Medicare. Medicare+Choice plans can de-
viate from these regquirements, but they must cover the same services, cost-sharing cannot be higher on aver-
age, and CMS must approve each plan's cost-sharing and benefit package.

#* A benefit period begins when a patient is admitted to the hospital for inpatient care and ends when the
beneficiary has been out of the hospital or skilled nursing facility for 60 consecutive days.

Source: Centers for Medicare & Medicaid Services.

Table 2. Total spending on health services for Medicare beneficiaries, by
source of payment, 1999

Source Amount per capita Percent of total ]

i

Medicare $4,370 58% |
Supplemental payers 1,984 26 ‘
Beneficiaries’ direct spending 1.158 15 i
Total 7,512 100 |

Note: Sample of 9,647 includes community-dwelling beneficiaries who participated in traditional Medicare in
1999. Supplemental payers include all public-sector and private-sector supplemental coverage. B